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ACCOUNTING  PRACTICES— OIL  AND  GAS 
PRODUCERS — FINANCIAL  ACCOUNT¬ 
ING  STANDARDS 

Proposed  Amendments 

AGENCY:  Securities  and  Exchange 
Commission. 

ACTION:  Proposed  rules. 

SUMMARY:  This  release  is  a  rulemak¬ 
ing  proposal  which  would  amend  the 
Commission’s  regulations  to  incorporate 
certain  financial  accounting  and  report¬ 
ing  standards  required  by  the  Energy 
Policy  and  Conservation  Act,  Pub.  I*.  94- 
163  (the  “EPCA”),  to  be  developed  by 
December  22,  1977.  The  Commission  is 
proposing  these  rules  pursuant  to  au¬ 
thority  granted  it  by  the  EPCA  and  the 
accounting  practices  required  to  be  de¬ 
veloped  will  be  applicable  to  persons  en¬ 
gaged  in  the  production  of  oil  and  gas 
who  will  be  required  under  the  EPCA  to 
file  reports  with  the  Department  of  En¬ 
ergy,  including  those  who  are  not  subject 
to  the  filing  requirements  of  the  Federal 
seciu’ities  laws.  The  amendments  are 
proposed  to  place  the  Commission  in  a 
position  to  adopt  by  December  22,  1977, 
financial  accounting  and  reporting 
standards  for  oil  and  gas  producing  ac¬ 
tivities.  The  proposed  amendments  are 
the  same  as  the  standards  contained  in 
the  pr(H>osed  Statement  of  Financial 
Accounting  Standards,  “Financial  Ac¬ 
counting  and  Reporting  by  Oil  and  Gas 
Producing  Companies,”  issued  on  July  15, 
1977,  by  the  Financial  Accoimting 
Standards  Board. 

DATE:  Comments  should  be  submitted 
on  or  before  October  14,  1977.' 

ADDRESS:  Comments  should  refer  to 
File  S7-715  and  should  be  submitted  in 
triplicate  to  George  A.  Fitzsimmons,  Sec¬ 
retary,  Securities  and  Exchange  Com¬ 
mission,  500  North  Capitol  St.,  Washing¬ 
ton,  D.C.  20549.  All  comments  will  be 
available  for  public  inspection. 

FOR  FURTHER  INFORMATION  CON¬ 
TACT: 

Richard  C.  Adkerson,  OfiBce  of  the 
Chief  Accountant,  Securities  and  Ex¬ 
change  Commission.  500  North  Capi¬ 
tol  Street,  Washington,  D.C.  20549 
(202-755-1671). 

SUPPLEMENTARY  INFORMATION: 
For  purposes  of  developing  a  reliable 
energy  data  base  related  to  the  produc¬ 
tion  of  crude  oil  and  natural  gas,  the 
EPCA  requires  the  Commission  to  assure 
the  development  by  December  22,  1977, 
and  observance  of  accounting  practices 
to  be  followed  by  persons  engaged  in  the 
production  of  crude  oil  or  natural  gas  in 


*  However,  comments  on  the  FASB  Ex¬ 
posure  Draft  are  due  September  22,  1977.  See 
the  discussion  below  at  “Comments  to 
FASB.” 


the  Uhlted  States.  The  Act  authorizes  the 
Commission  to  prescribe  rules  with  re¬ 
spect  to  the  accounting  practices  to  be 
developed  pursuant  to  the  Act  or  to  make 
effective  by  recognition,  or  by  other  ap¬ 
propriate  means  Indicating  a  determina¬ 
tion  to  rely  on,  accoimting  practices  de¬ 
veloped  by  the  Financial  Accounting 
Standards  Board  if  the  Commission  is 
assured  that  such  practices  will  be  ob¬ 
served  to  the  same  extent  as  axiuld  re¬ 
sult  if  the  Commission  had  prescribed 
such  practices  by  rule.  The  FASB.  the 
private  sector  body  responsible  for  estab- 
Ushing  financial  accounting  and  report¬ 
ing  standards,  has  recently  published  an 
exposure  draft  of  a  proposed  Statement 
of  Financial  Accounting  Standards  (the 
“FASB  Exposure  Draft”)  entitled  “Fi¬ 
nancial  Accounting  emd  Reporting  by  Oil 
and  Gas  Producing  Companies.”  The 
FASB  Exposure  Draft  would  require  oil 
and  gas  producing  companies  to  follow 
a  form  of  the  successful  efforts  method 
of  accounting.  This  release  primoses 
amendments  to  Regulation  S-X  (17  CFR 
Part  210)  to  incorporate  the  FASB’s 
proix>sed  standards  as  rules  of  the  Com¬ 
mission. 

The  Conunission’s  proposal  of  these 
amendments  is  not  indicative  of  any 
change  in  its  policy  regarding  its  rela¬ 
tionship  with  the  FASB.  The  timing  of 
this  action  is  necessitated  solely  becaiise 
of  the  need  for  the  Commission  to  ensure 
that  it  can  comply  with  the  deadline  im¬ 
posed  by  the  EPCA  in  the  unlikely  event 
the  FASB  does  not  adopt  final  standards 
by  December  22, 1977. 

Background 

In  Accounting  Series  Relea.se  No.  150 
(39  FR  1260),  the  CcMnmission  issued  a 
statement  of  its  policy  on  the  establish¬ 
ment  and  improvement  of  accounting 
principles  and  practices.  The  policy  pro¬ 
vides  that  the  C(xnmission  will  continue 
to  look  “•  •  'to  the  private  sector  for 
leadership  in  establishing  and  improving 
accounting  principles  and  standards 
through  the  FASB  with  the  expectation 
that  the  body’s  conclusions  will  promote 
the  interest  oi  Investors  •  •  •  ” 

The  EPCA  requires  the  Commission  to 
assure  the  develwment  of  accounting 
practices  to  be  followed  In  the  prepara¬ 
tion  of  accounts  by  persons  engaged  in 
the  production  of  crude  oil  or  natural  gas 
in  the  United  States.  A  deadline  of  De- 
canber  22,  1977,  was  established  for  the 
development  of  these  accoimting  prac¬ 
tices. 

The  EPCA  explicitly  recognizes  the 
Commission’s  policy  with  respect  to  the 
FASB.  The  Act  provides  that  the  Com¬ 
mission  is  authorized  “  •  •  •  to  prescribe 
rules  applicable  to  persons  engaged  in 
the  pri^uction  of  crude  oil  or  natural 
gas,  or  make  effective  by  recognition, 
or  by  other  apprc^riate  means  indicating 
a  determination  to  rely  on,  acxounting 
practices  developed  by  the  Pmancial  Ac¬ 
counting  Standards  Board,  if  the  Securi¬ 
ties  and  Exchange  Commission  Is  assured 
that  such  inractice  will  be  obsonred  by 
persons  engaged  In  the  production  of 


crude  oil  or  natural  gas  to  the  same  ex¬ 
tent  as  would  result  if  the  Securities  and 
Exchange  Commission  had  prescribed 
such  practices  by  rule  •  •  •  ,»  The  EPCA 
further  provides  that  the  Commission 
shall  afford  Interested  persons  an  (H^por- 
tunity  to  submit  written  comment  with 
respect  to  whether  the  CcmimLssion 
should  exercise  its  discretion  to  recognize 
or  otherwise  rely  on  such  accounting 
practices  developed  by  the  FASB. 

In  anticipation  of  the  enactment  of  tlie 
EPCA,  the  FASB  added  to  its  technical 
agenda  in  October,  1975,  a  project  en¬ 
titled  “Financial  Accounting  and  Report¬ 
ing  in  the  Extractive  Industries.”  In  con¬ 
nection  with  that  project  the  FASB  ap¬ 
pointed  a  task  force  of  18  persons  to 
advise  it  in  preparing  a  Discussion 
Memorandum  amdyzing  issues  related 
to  this  project.  The  staff  of  the  Conunis- 
slon  prepared  part  of  one  of  the  chap¬ 
ters  in  the  Discussion  Memorandum  to 
discuss  certain  issues  relating  to  the 
SEC’s  repsOTisibilities  under  the  EPCA. 
The  Discussion  Memorandum  was  issued 
on  Dec«nber  23.  1976. 

The  Commission  in  Securities  Act  Re¬ 
lease  No.  5801  (42  FR  8237)  called  atten¬ 
tion  to  the  publicaticm  of  the  FASB  Dis- 
cussi(Hi  Memorandum  and  encouraged 
Interested  parties  to  comment  on  the  is¬ 
sues  presented  therein  and  to  participate 
in  the  FASB’s  public  hearing  on  this 
project.  In  that  release  the  Commission 
indicated  that  “•  •  •  ciHisistent  with  its 
twlicy  most  recently  expressed  in  Ac¬ 
counting  Series  Release  No.  150,  (the 
C(Hnmissi(m)  contemplates  that  the  Fi¬ 
nancial  Accounting  Standards  Board  will 
be  providing  the  leadership  in  establish¬ 
ing  financial  accounting  principles  and 
standards  for  producers  of  oil  and  gas.” 
The  FASB  received  140  position  papers, 
letters  of  conunents,  and  outlines  in 
response  to  this  Discussion  Memorandum 
and  held  a  public  hearing  cm  this  project 
on  March  30  and  31.  and  April  1  and  4, 
1977.  Thirty -nine  presefitations  were 
made  at  the  hearing.  * 

The  Commission  has  followed  closely 
the  deliberations  of  the  FASB  in  con- 
necticm  with  this  project.  A  member  of 
the  Commission’s  staff  served  as  an  ob¬ 
server  of  the  FASB’s  task  force.  The 
Commission’s  staff  received  and  reviewed 
all  written  responses  to  the  FASB  Dis¬ 
cussion  Memorandum,  and  a  member  of 
the  staff  of  the  Commission  attended  the 
FASB  public  hearing.  Since  the  public 
hearing,  an  active  liaison  between  the 
FASB  and  the  Ccunmlssion  has  been 
maintained  to  exchange  views  on  differ¬ 
ent  issues  involved  in  the  project. 

Purpose  of  the  Release 

This  release  is  issued  for  two  purposes: 
(1)  To  propxxse  amendments  pursuant  to 
the  EPCA  which  would  be  explicable  to 
persons  filing  reports  with  the  Federal 


■Transcripts  of  the  public  hearing  and 
copies  of  the  response  to  the  FASB  Discussion 
Menrarandum  are  available  for  Inspection  or 
purchase  .from  the  Financial  Accounting 
Standards  Board,  High  Ridge  Park,  Stamford, 
CX>nn.  08906. 
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Energy  Administration '  and  (3)  to  i>ro- 
pose  concurrently  amqidments  pursuant 
to  the  Fedo-al  securities  laws.  These  pro¬ 
posed  rules  would  Incorporate  the  pro¬ 
visions  of  the  FASB  Exposure  Draft. 

The  Commission  does  not  generally 
adopt  statements  of  the  FASB  as  its 
rules.  It  is  proposing  rules  in  this  case  to 
ensure  that  it  can  comply  with  its  re¬ 
sponsibilities  under  the  EPCA.  The 
EI^A  iMOvides  that  the  Commission  can 
extend  the  December  22,  1977,  deadline 
for  the  development  of  the  accounting 
practices  to  allow  for  a  meaningful  cmn- 
ment  period  with  respect  to  whether  it 
should  determine  to  rely  on  the  account¬ 
ing  practices  promulgated  by  the  FASB. 
The  FASB  has  ii^ormed  the  Commis¬ 
sion  that  it  expats  to  issue  a  final 
standsird  i»ior  to  December  22,  1977. 
However,  in  the  event  that  the  FASB 
does  not  adopt  a  final  standard  prior  to 
December  22,  1977,  the  Commission  will 
be  in  a  position  to  adopt  the  proposed 
standards,  revised  as  it  considers  ap¬ 
propriate  on  the  buis  of  comments  sub¬ 
mitted  in  response  to  this  release  and 
to  the  FASB  Ebq?06ure  l>aft. 

In  this  release,  it  Is  the  intention  of 
the  Commisslcm  to  propose  rules  which 
are  the  same  as  the  provisions  of  the 
FASB  Exposiire  Draft.  The  provisions 
of  the  Exposure  Draft  have  been  rear¬ 
ranged  to  facilitate  adoption  as  rules  of 
the  Commission.  Comments  are  specif¬ 
ically  requested  on  any  matters  where 
these  rearrangements  resulted  in  possi¬ 
ble  deviations  from  the. provisions  of  the 
FASB  Exposure  Draft. 

Disclosure  Matters 

The  proposed  rules  do  not  include  the 
provisions  of  the  FASB  Exposure  Draft 
(paragraphs  42-55)  pertaining  to  dis¬ 
closure  of  financial  and  operating  data. 
The  EPCA  requires  that  oil  and  gas  pro¬ 
ducers  report  to  the  Federal  Energy  Ad¬ 
ministrator  (the  reporting  responsibili¬ 
ties  imder  the  EPCA  have  been  since  as¬ 
signed  to  the  Department  of  Energy) 
certain  financial  and  operating  data, 
some  of  which  are  similar  in  many  re¬ 
spects  to  those  proposed  for  disclosure 
in  financial  statements  by  the  FASB.  The 
Commission  in  Securities  Act  Release 
No.  5837  (42  FR  33135)  requested  ccan- 
ments  from  interested  parties  relating  to 
the  reporting  of  these  financial  and  <9- 
erating  data.  In  that  release,  the  Com¬ 
mission  also  indicated  that  it  is  consid¬ 
ering  revising  its  disclosure  requirements 
related  to  these  types  of  data  in  filings 
under  the  Federal  securities  laws.  Com¬ 
ments  on  that  release  were  due  August  12 
1977. 


'  Section  606 (a)  of  EPCA  amends. the  En¬ 
ergy  Supply  and  Environmental  Coordlna- 
tl<»i  Act  of  1974  by  adding  a  provision  that 
the  Federal  Energy  Administrator  (In  the 
future  the  Department  of  Energy)  require  by 
rule”  •  •  •  that  persons  engaged,  in  whole 
or  In  part,  In  the  production  of  crude  oil  or 
natural  gas — (A)  Ke^  energy  Information  In 
accordance  wlUi  the  accounting  practices  de¬ 
veloped  pursuant  to  Section  603  of  the  En¬ 
ergy  Pc^lcy  and  Conservation  Act,  and  (B) 
Submit  reports  with  respect  to  energy  In¬ 
formation  kept  in  accordance  with  such 
practices.” 


The  Commission  intends  to  propose 
rules  rdating  to  reporting  these  supple¬ 
mental  financial  and  opo-ating  data  af¬ 
ter  reviewing  the  responses  to  its  request 
for  comments  in  Securities  Act  Release 
No.  5837.  In  coimection  with  the  devd- 
opment  of  these  reporting  requirements, 
the  Commission  will  consider  and  coor¬ 
dinate  its  proposed  requirements  with 
those  set  forth  in  the  FASB  Exposure 
Draft. 

Comments  to  FASB, 

The  Commission  encourages  all  inter¬ 
ested  parties  to  submit  comments  di¬ 
rectly  to  the  FASB  in  response  to  the 
Exposure  Draft.  Copies  of  the  Expostire 
Draft  may  be  obtained  from  the  FASB’s 
Publications  Division  at  the  address  be¬ 
low.  Comments  should  be  submitted  in 
writing,  received  by  September  22,  1977, 
and  addressed  to: 

Financial  Accounting  Standards  Board.  File 

Reference  1016,  High  Ridge  Park,  Stam¬ 
ford.  Oonn.  06906. 

In  accordance  with  its  usual  proce¬ 
dures,  the  Commissioi\  will  receive  and 
review  copies  of  all  such  submissions  to 
the  FASB,  and  it  will  not  be  necessary 
for  those  responding  to  the  FASB  to  pro¬ 
vide  copies  of  their  responses  to  the 
Commission.  Interested  parties  may,  of 
course,  submit  comments  or  addlticmal 
comments  directly  to  Uie  Commission. 
Copies  of  the  comment  letters  in  re¬ 
sponse  to  the  FASB  Exposure  Draft  pro¬ 
vided  to  the  Cmnmission  will  become 
part  of  the  Commission’s  public  record 
for  this  rulemaking  proposal. 

Impact  on  Competition 

Section  23(a)  (2)  of  the  Securities  Ex¬ 
change  Act,  amended,  requires  that 
“Itlhe  Commission,  in  making  rules  and 
regulations  pursuant  to  any  provisions 
of  this  title,  shall  consider  among  other 
matters  the  impact  any  such  rule  or 
regulation  would  have  on  competition. 
The  Commission  shall  not  adopt  any  such 
rule  or  regulation  which  would  impose 
a  burden  on  competition  not  necessary 
or  appnvrlate  in  furtherance  of  the  pur¬ 
poses  of  this  title.” 

Many  erf  those  who  provided  written 
submissions  in  response  to  the  FASB  Dis¬ 
cussion  Memorandum  and  who  made  oral 
presentations  at  the  FASB  public  hearing 
stated  that  adoption  of  the  succ^sful- 
efforts  method  of  accounting  could  have 
an  impact  on  competition  in  the  oil  and 
gas  producing  Industry.  Many  iHopo- 
nents  of  the  full-cost  method  of  account¬ 
ing  indicated  one  effect  of  mandating  the 
successful-efforts  method  would  be  that 
{he  less  established  oil  and  gas  producing 
companies  would  have  difficulties  in  ob¬ 
taining  capital  to  finance  their  (H>era- 
tions,  because  these  companies  would 
generally  rei>ort  lower  earnings  (and  per¬ 
haps  losses)  and  lower  stockholders’ 
equity  (and  perhaps  deficits)  than  if  the 
full-cost  method  were  followed.  The  full- 
cost  proponents  generally  believe  that 
the  exploration  activities  of  the  smaller 
emnpanies  wbuld  be  limited  and  that  the 
lower  level  of  exidoration  by  these  com¬ 
panies,  which  may  be  offset  sfxnewhat  by 
exploration  activities  of  the  larger  com¬ 
panies,  would  not  be  in  accord  with  the 


• 

current  national  energy  policy  of  encour¬ 
aging  d(xnestic  production  of  oil  and  gas. 

Others  in  their  submissions  to  the 
FASB  stated  that  the  adoption  of  any 
method  of  accounting  would  have  UtUe, 
if  any,  effect  on  the  ability  of  oil  and  gas 
producing  companies  to  raise  capital  to 
finance  their  exploration  activities.  The 
FASB  has  indicated  that  it  has  consid¬ 
ered  both  of  these  positions.  The  follow¬ 
ing  was  included  in  the  “Bases  for  Gem- 
elusions”  section  of  the  FASB  Exposure 
Draft: 

In  the  Board’s  Judgment,  the  evidence  In 
support  of  either  position  is  Inconclusive. 
Some  empirical  studies  capital  market  be¬ 
havior  seem  to  show  that  securities  prices  are 
affected  Uttle,  if  at  all,  by  changes  in  ac¬ 
counting  methods.  Those  studies  conclude 
that  the  market  takes  into  account  the  dif¬ 
ferences  in  accounting  methods  used  by  dif¬ 
ferent  companies.  Those  studies  seem  to  sug¬ 
gest  that  companies’  ability  to  raise  capital 
would  not  be  affected  by  a  proscription  of  the 
full  cost  method  (or,  for  that  matter,  of  the 
successfvd  efforts  method).  Other  studies, 
however,  reach  exactly  the  opposite  conclu¬ 
sion.  They  seem  to  show  that  securities  prices 
are  affected  by  the  method  of  accounUug 
used. 

The  contradictory  conclusions  of  those 
studies  and  their  possible  implications  are 
dlsctnsed  in  considerable  depth  in  *Tentative 
Conclusions  on  Objectives  of  Financial  State¬ 
ments  of  Business  Enterprises,”  which  was 
Issued  by  the  Board  in  Decembv  1976.  A 
number  yf  specific  studies  are  cited  in  Chap¬ 
ter  3.  “Investors  and  Creditors,”  of  Tenta¬ 
tive  Conclusions”;  additional  studies  are 
Identified  in  the  blbllogr^hy  of  the  extrac¬ 
tive-  industries  Discussion  Memorandum. 
Chapter  2  of  "Tentative  Conclusions”  dls- 
ciuaes  both  the  traditional  view  of  investors’ 
and  credltms’  information  needs  (which  con¬ 
centrates  on  analysis  of  individual  seemrities 
and  enterprises  that  issue  them)  and  the 
more  recent  capital  market  theory  (which 
concentrates  on  portfolios  and  the  extent  to 
which  individual  securities  Increase  or  de¬ 
crease  the  level  of  risk  of  a  portfolio).  An 
appendix  to  "Tentative  Conclusions”  pre^des 
an  even  more  technical  discussion  oif  recent 
capital  market  theory. 

In  regard  to  the  question  of  companies’ 
ability  to  rsdse  capital,  the  Board  has  con¬ 
sidered  the  studies  discussed  in  "Tentative 
Conclusions”  and  in  the  Discussion  Memo¬ 
randum,  the  evidence  put  forth  by  advocates 
of  both  full  costing  and  successful  efforts 
costing,  the  written  submlsskHis  and  oral  tes-, 
tlmony  in  response  to  the  Discussion  Memo-' 
randum,  and  the  interviews  referred  to  in 
paragraph  86(a)  (of  the  FASB  Eiqxisure 
Draft) .  In  the  Board’s  Judgment,  the  claims 
that  full  costing  enhances  a  company’s  abil¬ 
ity  to  obtain  capital  and  that  successful  ef¬ 
forts  costing  inhibits  that  ability  have  been 
neither  demonstrated  nor  refuted  conclu¬ 
sively. 

Moreover,  in  the  Board’s  view  an  account¬ 
ing  method  should  not  be  mandated  by  the 
Board  with  the  Intention  of  influencing  in¬ 
vestors’  decisions,  r^^ardless  of  how  socially 
acceptable  or  economically  desirable  the  ex¬ 
pected  results  might  be  perceived  by  some. 
Financial  accounting  should  be  evenbanded 
and  attempt  to  report  the  results  of  business 
decisions  as  nearly  as  those  results  can  be 
determined.  ’The  Board  does  not  believe  that 
it  Is  feasible  to  design  (and  cmitinuously 
redesign)  accounting  standards  in  an  at¬ 
tempt  to  foster  chdbglng  perceptions  of  na¬ 
tional  economic  goals.  To  do  so  would,  all 
(oo  often,  lessen  the  effectiveness  of  financial 
etatemoits  in  reporting  on  the  financial  af¬ 
fairs  ot  an  enterprise  and  would,  in  the 
Board's  opinion,  not  be  in  the  public  intw- 
est. 
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The  Commission  has  reviewed  the  sub¬ 
missions  to  the  FASB  concerning  the  po¬ 
tential  impact  (m  competltlcm  resulting 
from  the  proposed  selectkm  of  a  method 
of  accounting.  Those  wishing  to  provide 
additional  comments  on  the  Impact  that 
the  proposed  rules  would  have  on  com¬ 
petition  are  requested  to  sulxnit  such 
comments  to  the  Commission. 

Commission  Action 

The  Commissimi  hereby  proposes  to 
amend  17  CFTt  Part  210  by  the  addition 
of  new  §  210.3-18  as  presented  below: 

PART  210— FORM  AND  CONTENT  OF 
FINANCIAL  STATEMENTS,  SECURITIES 
ACT  OF  1933,  SECURITIES  EXCHANGE 
ACT  OF  1934,  PUBUC  UTILITY  HOLD¬ 
ING  COMPANY  ACT  OF  1935,  AND  IN¬ 
VESTMENT  COMPANY  ACT  OF  1940 

§  210.3—18  Financial  accounting  and  rc> 
porting  for  oil  and  gas  producing 
activities. 

This  section  prescribes  financial  ac¬ 
counting  and  reporting  standards  for 
registrants  of  the  Cmnmisslon,  which  are 
engaged  In  oil  and  gas  producing  activi¬ 
ties.  in  filing  registration  statements  and 
reports  under  the  Federal  securities  laws 
and  for  all  perstms  engaged,  in  whole  or 
In  part,  in  the  production  (A  crude  oil  or 
natural  gas  in  the  United  States  in  filing 
reports  with  the  Department  of  Energy 
pursuant  to  sectiem  11(c)  of  The  Energy 
Sui^ly  and  Environment  Coordination 
Act  of  1974,  as  amended  by  section  505 
of  The  Energy  Policy  and  Conservation 
Act  of  1975,  except  for  such  activities  erf 
a  regulated  oil  and  gas  producing  com¬ 
pany  that  are  subject  to  individual-com¬ 
pany -cost-of -service  ratemaking. 

(a)  Definitions.  The  following  defini¬ 
tions  apply  to  the  terms  listed  below  as 
they  are  used  in  this  rule : 

(I)  Oil  and  gas  producing  activities. 
Such  activities  include: 

(i)  The  search  for  oil  and  gas  in  their 
natural  states  and  original  locations. 

(II)  The  acquisition  of  property  rights 
or  properties  for  the  purpose  of  further 
exploration  and/or  for  the  purpose  of  re¬ 
moving  the  oil  and  gas  from  existing 
reservoirs  on  those  pre^rties. 

(ill)  The  construction,  drilling  and 
production  activities  necessary  to  retrieve 
oil  and  gas  from  its  natural  reservoirs. 

(iv)  The  acquisition,  construction,  in¬ 
stallation,  and  maintenance  of  field 
gathering  and  storage  systems. 

These  standards  are  not  being  applied 
to: 

(1)  The  transporting,  refining,  and 
marketing  of  oil  and  gas,  except  for  the 
transportation  within  the  original  pro¬ 
duction  field  for  gathering  or  storage 
purposes. 

(ii)  The  extraction  of  hydrocarbons 
from  shale,  tar  sands  or  coal. 

(2)  Proved  reserves.  Those  quantities 
of  crude  oil,  natural  gas,  and  natural  gas 
liquids  which,  upon  ansilysls  of  geologic 
and  engineering  data,  appear  with  rea- 
s(mable  certainty  to  be  recoverable  in 
the  future  from  known  oil  and  gas  reser7 
voirs  under  existing  econinnlc  and  op¬ 


erating  conditions.  Pfxwed  reserves  are 
limited  to  those  quantities  of  oil  and  gas 
which  can  be  expected,  with  little  doubt, 
to  be  recoverable  commercially  at  cur¬ 
rent  prices  and  costs,  under  extsti^  reg¬ 
ulatory  practices  and  with  existing  con¬ 
ventional  equipment  and  operating 
methods.  Current  prices  include  consid- 
eratiem  of  changes  in  existing  prices  pro¬ 
vided  by  contractual  arrangements,  by 
law,  or  by  regulatory  agencies,  where 
applicable;  and  for  changes  in  prices  for 
gas  to  be  produced  subsequent  to  termi¬ 
nation  or  expiration  of  existing  con¬ 
tracts,  which  latter  prices  should  be 
based  on  current  prices  plus  escalation 
for  similar  production  subject  to  the  en¬ 
tities’  recent  contracts.  Depending  upcxi 
their  status  of  development,  such  proved 
reserves  are  subdivided  into  “proved  de¬ 
veloped  reserves”  and  “proved  imdevel- 
oped  reserves.” 

(3)  Proved  developed  reserves.  Re¬ 
serves  which  can  be  expected  to  be  re¬ 
covered  through  existing  wells  with  ex¬ 
isting  equipment  and  operating  meth(xls. 
Additional  oil  and  gas  expected  to  be 
obtained  through  the  application  of  fiuid 
injection  or  other  improved  'recovery 
techniques  for  supplementing  the  nat¬ 
ural  forces  and  mechanisms  for  primary 
recovery  should  be  Included  as  “proved 
develop^  reserves”  only  after  testing  by 
a  pilot  project  or  after  the  operation  of 
an  installed  program  has  confirmed 
through  production  response  that  in¬ 
creased  recovery  will  be  achieved. 

(4)  Proved  undeveloped  reserves.  Re¬ 
serves  which  are  expected  to  be  recov¬ 
ered  from  new  wells  on  undrilled  acre¬ 
age,  or  from  existing  wells  where  a  rela¬ 
tively  major  expenditure  is  required  for 
recompletion.  Reserves  on  imdrilled 
acreage  shall  be  limited  to  those  drilling 
imits  offsetting  productive  units,  which 
are  virtually  certain  of  production  when 
drilled.  Proved  reserves  for  other  im¬ 
drilled  units  can  be  claimed  only  where 
it  can  be  demonstrated  with  certainty 
that  there  is  continuity  of  production 
from  the  existing  productive  formation. 
Under  no  circumstances  should  esti¬ 
mates  for  proved  undeveloped  reserves 
be  attributable  to  any  acreage  for  which 
an  application  of  fiuid  injection  or  other 
Improved  recovery  technique  is  ccwitwn- 
plated,  unless  such  techniques  have  been 
proved  effective  by  actual  tests  in  the 
area  and  in  the  same  reservoir. 

(5)  Proved  properties.  Properties  with 
proved  reserves. 

(6)  Unproved  properties.  Properties 
with  no  proved  reserves. 

(7)  Field.  An  area  consisting  of  .a 
single  reservoir  or  multiple  reservoirs  all 
grouped  on  or  related  to  the  same  indi¬ 
vidual  geological  structural  featiuv  and/ 
or  stratigraphic  conditions.  There  may  be 
two  or  more  reservoirs  in  a  field  which 
are  separated  vertically  by  intervening 
impervious  strata,  or  laterally  by  local 
geologic  barriers,  or  by  both.  Reservoirs 
that  are  associated  by  being  in  overlap¬ 
ping  or  adjacent  fields  may  be  treated 
as  a  single  or  common  (^>eratlonal  field. 
The  geologiral  terms  “structural  feature” 
and  “stratlgrairfilc  condition”  are  in¬ 


tended  to  Idmtify  l(x:alized  geological 
features  as  emposed  to  the  broader  terms 
of  basins,  trencis.  provinces,  plays,  areas - 
of-interest,  etc. 

(8)  Reservoir.  A  porous  and  permeable 
underground  formation  containing  a 
natural  accumulation  of  producible  oil 
(H*  gas  that  is  confined  by  impermeable 
ro<A  or  water  barriers  and  is  individual 
and  separate  from  other  reservoirs. 

(9)  Exploratory  well.  A  well  drilled 
outside  a  proved  area,  or  within  a  proved 
area  but  to  a  previously  untested  horizon, 
so  that  its  pxupose  is  to  determine 
whether  oil  or  gas  reserves  exist  rather 
than  to  develop  proved  oil  or  gas  reserves 
discovered  by  previous  drilling.  Explora¬ 
tory  wells  include  (i)  A  well  located  on 
a  structural  feature  or  other  type  of  trap 
that  previously  has  not  produced  oil  or 
gas  (a  “new  field  wildcat”) ;  (li)  a  well 
l(x:ated  to  explore  for  a  new  pool  on  a 
structural  feature  or  other  type  of  trap 
already  producing  oil  or  gas  but  outside 
the  known  limits  of  the  pioducing  area 
(a  “new  p(x>l  wildcat”) ;  (ill)  a  well  lo¬ 
cated  within  the  productive  area  of  a 
pool  or  pools  already  partly  or  wholly 
devel(H)ed  but  drilled  b^ow  the  deepest 
productive  pool  to  explore  for  deeper  im- 
known  prospects  (a  “deeper  pool  test”) 
or  drilled  above  a  productive  pool  to  ex¬ 
plore  for  shallower  unknown  prospects  (a 
“shallower  pool  test”);  and  (Iv)  a  well 
l(N:ated  and  drilled  with  the  expectation 
of  extending  for  a  considerable  distance 
the  productive  area  of  a  partly  developed 
pool  (an  “outpost  or  extension  test”). 

(10)  Development  well.  A  well  drilled 
w'ithin  the  proved  area  of  an  oil  or  gas 
reservoir  to  the  depth  of  a  stratigraphic 
horizon  known  to  be  productive  for  the 
purpose  of  extracting  proved  oil  or  gas 
reserves. 

(b)  Costs  to  be  capitalized.  Assets  in¬ 
volved  in  oil  and  gas  producing  activities, 
the  costs  of  which  are  to  be  capitalized 
when  incurred,  are  broadly  defined  as 
follows: 

(1)  Mineral  interests  in  properties. 
Including  (i)  fee  ownership  or  a  lease, 
concession  or  other  contractual  inter¬ 
est  representing  the  right  to  extract  oil 
or  gas  subject  to  such  terms  as  may  be 
imposed  by  the  conveyance  of  that  inter¬ 
est;  (ii)  royalty  interests,  production 
payments  payable  in  oil  or  gas,  and  other 
nonoperating  interests  in  properties  op¬ 
erated  by  others;  and  (ill)  agreements 
with  foreign  governments  or  authorities 
under  which  an  enterprise  particif>ates  in 
the  operation  of  the  related  properties 
OT  otherwise  serves  as  “producer”  of  the 
underlying  reserves  (as  opposed  to  being 
an  Independent  purchaser,  broker,  deal¬ 
er,  or  Importer).  Properties  do  not  in¬ 
clude  supply  agreements  or  contracts 
that  represent  the  right  to  purchase, 
rather  than  extract,  oil  and  gas. 

(2)  WeUs  andrrelated  equipment  and 
facilities.  The  costs  of  which  include 
those  incurred  to  (i)  Drill  and  equip 
those  exploratory  wells  that  have  foimd 
proved  reserves  (other  than  costs  of 
stratigraphic  or  test  wells,  which  are 
charged  to  expense  when  Incurred)  and 
(ii)  obtain  access  to  proved  reserves  and 
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provide  facilities  for  extracting,  treat¬ 
ing,  gathering,  and  storing  the  (dl  and 
gas,  Including  the  drilling  of  develop¬ 
ment  wells,  whether  successful  or  unsuc¬ 
cessful. 

(3)  Support  equipment  and  facilities 
used  in  oil  and  gas  producing.  Items  such 
as  seismic  equipment,  drilling  equlinnent. 
construction  and  grading  equipment, 
vehicles,  repcdr  sh<^,  warehouses,  sup¬ 
ply  points,  camps,  and  division,  district, 
or  field  offices. 

(4)  Uncompleted  wells,  equipment, 
and  facilities.  The  costs  of  which  include 
those  Incurred  to  (1)  drill  and  equip 
wells  that  are  not  yet  completed  (other 
than  the  costs  of  stratigraphic  or  test 
wells,  which  are  charged  to  expense  when 
Incurred)  and  (11)  acquire  or  construct 
equipment  and  facilities  that  are  not  yet 
completed  and  Installed. 

(c)  Assessment  of  unproved  properties. 
Unproved  properties  shall  be  assessed  pe¬ 
riodically  (but  at  least  once~a  year)  to 
determine  Aether  they  have  been  Im¬ 
paired.  If  the  results  of  the  assessment 
indicate  an  impairment,  a  loss  shall  be 
recognized  by  providing  a  valuation  al¬ 
lowance.  Impairment  of  Individual  un¬ 
proved  prop^ies  whose  acquisition  costs 
are  relatively  signlAcant  shall  be  assessed 
on  a  property-by-pr(H>erty  basis,  and  an 
indicated  loss  shall  be  recognized  by  pro¬ 
viding  a  valuation  allowance.  When  an 
enterprise  has  a  relatively  large  number 
of  unproved  properties  whose  acquisition 
costs  are  inffivldually  insignificant,  the 
amount  of  loss  to  be  recognized  and  the 
amount  of  the  valuation  allowance 
needed  to  provide  for  impairment  of 
those  properties  may  be  determined 
either  in  the  aggregate  or  for  groups  of 
properties  on  the  basis  of  the  experience 
of  the  enterprise  and  other  information. 

(d)  Surrender  or  abandonment  of 
properties.  When  an  unproved  property 
is  surrendered,  abandcmed,  or  otherwise 
deemed  worthless,  capitalized  acquisi¬ 
tion  costs  relating  thereto  shall  be 
charged  against  the  related  allowance 
for  impairment  to  the  extent  an  allow¬ 
ance  has  been  provided;  if  the  allowance 
previously  provided  is  inadequate,  a  loss 
shall  be  recognized.  Normally,  no  gain 
or  loss  shall  be  recognized  if  only  an  In¬ 
dividual  well  or  individual  item  of  equip¬ 
ment  is  abandoned  or  retired  or  if  only 
a  single  lease  or  other  part  of  a  group  of 
proved  properties  constituting  the  amor¬ 
tization  base  is  abandoned  or  retired  as 
long  as  the  remainder  of  the  property  or 
group  of  properties  continues  to  produce 
oil  or  gas.  Instead,  the  sisset  being  aban¬ 
doned  or  retired  shall  be  deemed  to  be 
fully  amortized,  and  its  costs  shall  be 
charged  to  accumulate  depreciation, 
depletion,  or  amortization.  When  the  last 
well  on  an  individual  property  (if  that 
is  the  amortization  base)  or  group  of 
properties  (if  amortizatlqn  Is  determined 
on  the  basis  of  an  aggregation  of  prop¬ 
erties  with  a  common  geological  struc¬ 
ture)  ceases  to  produce  and  the  entire 
property  or  property  group  is  abandoned, 
gain  or  loss  shall  be  recognized.  Occa¬ 
sionally,  the  partial  abandonment  or  re¬ 
tirement  of  a  proved  property  or  group  of 
proved  properties  or  the  abandonment 


or  retlremoit  of  wells  or  related  equip- 
myent  or  facflltles  may  result  from  a  cata¬ 
strophic  event  or  (i^er  major  atmor- 
mallty.  In  those  cases,  a  loss  shall  be 
recognized  at  the  time  of  abandonment 
or  retirement. 

(e)  Amortization  of  capitalized  costs. 
(1)  (Capitalized  acquisition  costs  of 
proved  properties  shall  be  amortized  us¬ 
ing  the  imit-of-producti(m  method  cm 
the  basis  of  total  estimated  units  of 
proved  oil  and  gas  reserves.  (2)  Capital¬ 
ized  costs  of  exploratory  wells  that  have 
found  proved  reserves  and  capitalized 
development  costs  shall  be  amortized  us¬ 
ing  the  unit-of -production  method  on 
the  basis  of  total  estimated  units  of 
proved  developed  reserves.  However,  costs 
of  equipmwit  or  facilities  whose  useful 
life  is  siuHter  thantthe  productive  life  of 
the  related  oil  and  gas  reserves  shall  be 
depreciated  by  an  appropriate  method 
over  the  estimated  useful  life  of  the 
equipment  or  facility.  Amortization,  us¬ 
ing  the  imit-of -production  method  as  re¬ 
quired  by  subparagraphs  (1)  and  (2)  of 
this  paragraph,  may  be  computed  either 
on  property-by-property  basis  or  on  the 
basis  of  some  reasonable  aggregation  of 
properties  with  a  common  geological 
structural  feature  or  stratigraphic  con¬ 
dition,  such  as  a  reservoir  or  field.  For 
those  pitHierties  or  groups  of  pr(H?erties 
containing  both  oil  reserves  and  gas  re¬ 
serves.  the  units  of  oil  and  gas  used  to 
compute  amortization  shall  be  ccmverted 
to  a  common  unit  of  measure  on  the  basis 
of  their  approximate  relative  energy  con¬ 
tent.  Unit-of -production  amortization 
rates  sliall  be  revised  periodically  (but 
at  least  once  a  year)  to  reflect  changes 
in  estimates  of  reserves  and  changes  in 
capitalized  costs;  those  revisions  shall  be 
accounted  prospectively  as  changes  in 
accounting  estimates.  Estimated  disman¬ 
tlement  and  abandonment  costs  and  esti¬ 
mated  residual  stdvage  values  shall  be 
taken  into  account  in  determining  amor¬ 
tization  and  depreciatimi  rates. 

(f)  Costs  to  be  charged  to  expense  as 
incurred.  Some  costs  incurred  in  oil  and 
gas  producing  activities  do  not  result  in 
acquisition  or  betterment  of  an  asset 
and,  therefore,  shall  be  charged  to  ex¬ 
pense.  Examples  include  geological  and 
geophysical  costs,  the  costs  of  carrying 
and  retaining  undevel(H>ed  properties, 
and  the  costs  of  drilling  nonproducing 
exploratory  wells.  The  costs  of  drilling 
an  exploratory  well  that  is  drilled  solely 
to  obtain  geological  information  and  that 
is  not  intended  to  be  completed  as  a  pro¬ 
ducing  well  (sometimes  called  a  strati¬ 
graphic  or  test  well)  shall  be  charged  to 
expense  when  incurred.  The  costs  of 
drilling  all  other  exploratory  wells  shall 
be  capitalized  pending  determination  of 
whether  proved  reserves  are  found.  If 
proved  reserves  are  found,  the  capitalized 
drilling  costs  relating  thereto  become 
part  of  the  cost  of  the  enterprise’s  wells 
and  related  equipment  and  facilities.  If 
proved  reserves  are  not  found,  the  capi¬ 
talized  drilling  costs  relating  thereto,  net 
of  any  salvage  value,  shall  be  chargred 
to  expense.  The  determination  of  wheth¬ 
er  proved  reserves  are  found  in  usually 
made  on  or  shortly  after  ccmipletion  of 


drilling  the  well,  and  the  capitalized  costs 
shall  either  be  charged  to  expense  or  re¬ 
classified  as  pcuit  of  the  cost  of  the  enter¬ 
prise’s  weUs  and  related  equliHnent  and 
facilities  at  that  time.  Occasionally,  how¬ 
ever,  determinaticHi  of  whether  the  well 
has  found  proved  reserves  cannot  be 
made  at  the  time  drilling  is  completed. 
Costs  associated  with  such  an  explora¬ 
tory  well  on  which  drilling  has  been  com¬ 
pleted  shall  not  normally  be  carried  as 
an  asset  for  more  than  (me  year  follow¬ 
ing  completkm  of  drilling;  after  that 
year  has  passed,  the  costs  of  that  well 
and  the  related  property  shall  be  pre- 
sxuned  to  be  impair^  and.  therefore,  a 
loss  shall  be  recognized.  In  unusual  cir¬ 
cumstances,  however,  evoi  though  d^er- 
minaticm  of  whether  proved  reserves  have 
been  found  cannot  be  made  after  one 
year  has  passed,  evidence  of  Uie  exist¬ 
ence  of  commercially  recoverable  quan¬ 
tities  of  oil  and  gas  may  be  so  persuasive 
that  the  presiunption  of  impairment  is 
overcome.  In  those  circumstances,  the 
exploratory  drilling  costs  and  related 
property  a(;quisiti(m  coats  shall  ccmtinue 
to  be  carried  as  assets.  ’Ihereafter.  the 
need  to  recognize  a  loss  shall  be  assessed 
peri(xllcally  (but  at  least  once  a  year), 
and  the  costs  shall  continue  to  be  carried 
as  assets.  Thereafter,  the  need  to  recog¬ 
nize  a  loss  shall  be  assessed  periodlc^y 
(but  at  least  once  a  year) ,  and  the  costs 
shall  (xmtinue  to  be  (tarried  as  assets, 
only  if  the  presumption  of  impairment  is 
refuted. 

(g)  Mineral  property  conveyances  and 
related  transactions.  (1)  Certain  trans¬ 
actions,  sometimes  referred  to  as  convey¬ 
ances,  are  in  substance  borrowings  re¬ 
payable  in  cash  or  its  equivalent  and 
shall  be  accounted  for  as  borrowings. 
The  following  are  examples  of  such 
transactions: 

(i)  Enterprises  seeking  supplies  of  oil 
or  gas  scHnetimes  make  cash  advances  to 
operators  to  finance  exploration  in  re¬ 
turn  for  the  right  to  purchase  oil  or  gas 
discovered.  Funds  advanced  for  explora¬ 
tion  that  are  repayable  by  offset  against 
purchases  of  oil  or  gas  discovered,  or  in 
cash  if  insufficient  oil  or  gas  is  produced 
by  a  specified  date,  shall  be  accounted 
for  as  a  receivable  by  the  lender  and  as  a 
payable  by  the  operator. 

(il)  Funds  advanced  to  an  operator 
that  are  repayable  in  cash  out  of  the  pro¬ 
ceeds  frcrni  a  specified  share  of  future 
production  of  a  prcxlucing  property,  imtil 
repaid  in  full,  free  and  clear  of  all  ex¬ 
penses  associated  with  operaticm  of  the 
property,  plus  Interest  at  a  specified  or 
determinable  rate,  shall  be  accounted  for 
as  a  borrowing.  ’The  advance  is  a  payable 
for  the  recipient  of  the  cash  and  a  re¬ 
ceivable  for  the  party  making  the  ad¬ 
vance.  Such  transactions,  as  well  as  those 
described  in  subparagraph  (3)  (i)  of  this 
paragraph,  are  commonly  referred  to  as 
production  payments.  Hie  two  t3T)es  dif¬ 
fer  in  substance,  however,  as  explained 
in  subparagraph  (3)  (i)  of  this  para¬ 
graph.  (2)  In  the  following  types  of  con¬ 
veyances,  gain  or  loss  shall  not  be  recog¬ 
nized  at  the  time  of  the  c(mveyance: 

(1)  A  transfer  of  productive  assets  in 
exchange  for  similar  pr<xiuctive  assets. 
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(li)  A  pooling  of  assets  in  a  Joint  un¬ 
dertaking  Intended  to  find,  develcv,  or 
produce  oil  or  gas  from  a  particular 
property  or  group  of  propertlM. 

(Ill)  A  sale  of  part  of  an  interest 
owned,  and  there  is  a  substantial  uncer¬ 
tainty  about  the  recovery  of  costs  aiH>ll'' 
cable  to  the  retained  interest. 

(Iv)  A  sale  of  part  of  an  interest 
owned,  and  the  seller  has  a  substantial 
obligation  for  future  performance. 

(3)  If  a  ccMiveyance  is  not  one  of  the 
types  described  in  subparagraph  (2)  of 
this  paragraph,  gain  or  loss  shall  be  rec¬ 
ognized  unless  there  are  other  aspects  of 
the  transaction  that  would  prohibit  such 
recognition  under  accounting  principles 
atH>licaUe  to  enterprises  In  general  In 
accordance  with  subpeuugraphs  (1)  and 
(2)  of  this  paragr^h.  the  following  types 
of  transactions  shall  be  accounted  fcM*  as 
indicated  in  each  example.  No  attempt 
has  be^  made  to  Include  the  numy  vari- 
aticms  of  those  arrangements  that  occiu:, 
but  subparagraphs  (1)  and  (2)  of  this 
paragraph  sha^  where  iv>pllcable.  de¬ 
termine  the  accounting  for  those  other 
arrangements  as  well. 

(I)  Some  production  payments  differ 
frcHn  those  described  in  Subpcuagraphs 
(l)(li)  of  this  paragraph  in  that  the 
seller’s  obligation  is  not  expressed  In 
monetary  terms  but  as  an  obligation  to 
deliver,  free  and  clear  of  all  expenses 
associated  with  operation  of  the  prop¬ 
erty.  a  specified  quantity  of  oil  or  gas 
to  the  purchaser  out  of  a  specified  ^lare 
of  future  productkm.  Such  a  transaction 
is  a  sale  of  a  mineral  interest  for  which 
gain  or  loss  shall  not  be  recognized  be¬ 
cause  the  sell^  has  a  substantial  obllga- 
tloa  fcH*  future  performance.  The  seller 
shall  account  for  the  fimds  received  as 
unearned  revenue  to  be  recognized  as  the 
oil  or  gas  is  delivered.  The  purchaser  of 
such  a  production  payment  has  acquired 
an  Interest  in  a  mineral  property  that 
shall  be  recorded  at  cost  and  amortized 
by  the  \mit-of -production  method  as  de¬ 
livery  takes  place.  The  oil  or  gas  reserve 
estimates  and  production  data  shall  be 
reported  as  those  of  the  purchaser  of  the 
pi^uctlon  payment  and  not  of  the  seller. 

(II)  An  assignment  of  the  operating 
Interest  In  an  improved  propel  with 
retention  of  a  nonoperating  Interest  in 
return  for  drilling,  dev^opment  and  op¬ 
eration  by  the  assignee  is  a  pocdlng  of 
assets  tn  a  joint  imdertaking  for  which 
the  assignor  ^all  not  recognize  gain  or 
loss.  The  assignor’s  cost  of  the  original 
Interest  shall  become  the  cost  of  the 
interest  retained.  The  assignee  shall 
account  for  all  costs  incurred  as  specified 
by  paragraphs  (h)  through  (f)  of  this 
section  and  shall  allocate  hone  cff  those 
costs  to  the  mineral  interest  acquired.  If 
oil  or  gas  is  discovered,  each  party  shall 
report  its  share  of  reserves  and  produc¬ 
tion. 

(ill)  An  assignment  of  a  fractional  (H>- 
erating  interest  in  an  unproved  property 
in  exchange  for  a  “free  w^”  with  provi- 
sion  for  joint  ownership  and  operatiim  is 
a  pooling  of  assets  in  a  joint  undertaking 
by  the  parties.  The  assignor  shall  record 
no  cost  for  the  (Obligatory  w^;  the  as¬ 


signee  shall  record  no  cost  for  the  min¬ 
eral  Interest  acquired.  AU  drilling, 
dev^opment,  and  operating  costs  In¬ 
curred  by  either  party  shall  be  accounted 
for  as  provided  in  paragraphs  (b) 
through  (f)  of  this  sectlcm.  If  the  ocm- 
veyance  agreement  requires  the  assignee 
to  incur  geological  or  geophysical  ex¬ 
penditures  instead  or  In  addition  to,  a 
drilling  obligation,  those  costs  shall  like¬ 
wise  be  accounted  for  by  the  assignee  as 
provided  in  paragraphs  (b)  through  (f) 
of  this  sectlcm.  If  reserves  are  discovered, 
each  party  shall  report  its  share  of  re¬ 
serves  and  production. 

(iv)  A  fractional  part  of  an  operating 
Interest  may  be  assigned  to  effect  an 
arrangmient  called  a  “carried  interest’’ 
whereby  the  assignee  (thb  carrying 
party)  agrees  to  defray  all  costs  of  drill¬ 
ing.  develcHPing,  and  operating  the 
pit^rty  and  is  entitled  to  all  of  the 
revenue  from  production  from  the  prop¬ 
erty,  excluding  any  third  party  interest, 
until  all  of  the  assignee’s  costs  have  been 
recovered,  after  which  the  assignor  will 
share  in  both  costs  and  production.  Such 
an  arrangement  represents  a  pooling  of 
assets  in  a  joint  undertaking  by  the  as¬ 
signor  and  assignee.  The  carried  party 
shall  make  no  accounting  for  any  costs 
and  revenue  until  after  recoupment 
(r>ayout)  of  the  carried  costs  by  the 
carrying  pwirty.  Subsequent  to  payment 
the  carried  party  shall  account  for  its 
share  of  revenue,  operating  expenses, 
and  (if  the  agreement  provides  for  sub¬ 
sequent  sharing  of  costs  rather  than  a 
carried  Interest)  subsequent  develop¬ 
ment  costs.  During  the  payout  perlcxi 
the  carrying  ];>arty  shall  record  all  costs. 
Including  those  carried,  as  provided  In 
paragraphs  (b)  through  (f)  of  this  sec- 
ti(m,  and  shall  record  all  revenue  from 
the  property  including  that  applicable 
to  the  recovery  of  costs  carried.  The  car¬ 
ried  party  shall  report  as  oil  or  gas  re¬ 
serves  only  its  share  of  proved  reserves 
estimated  to  remain  after  payout,  and 
unit-of -production  amortization  of  the 
carried  party’s  property  cost  shall  not 
commence  prior  to  payout.  Prior  to  pay¬ 
out  the  carrying  party’s  reserve  esti¬ 
mates  and  production  data  shall  Include 
the  quantities  applicable  to  recoupment 
of  the  carried  costs. 

(V)  A  fractional  interest  In  a  property 
may  be  exchanged  for  a  fractional  inter¬ 
est  in  a  property  of  another  party.  The 
purpose  of  such  an  arrangement,  com¬ 
monly  called  a  joint  venture  In  the  oil 
and  gas  industry,  often  Is  to  avoid  dupli¬ 
cation  of  facilities,  diversify  risks,  and 
achieve  operating  efDclencies.  Such  re¬ 
ciprocal  conveyances  represents  ex¬ 
changes  of  similar  productive  assets,  and 
no  gain  or  loss  shall  be  recognized  by 
either  party  at  the  time  of  the  trans¬ 
action. 

(Vi)  In  a  unitization  all  the  operating 
and  nonoperating  participants  pool  their 
assets  in  a  producing  area  (normally  a 
field)  to  form  a  single  unit  and  in  return 
receive  an  undivided  interest  (of  the 
same  type  as  previously  held)  in  that 
unit.  Unitizations  generally  are  under¬ 


taken  to  obtain  operating  efficiencies  and 
to  enhance  recovery  of  reserves,  often 
through  8ec(xidary  recovery  operations. 
Participation  In  the  unit  is  generally 
proportionate  to  the  oil  and  gas  reserves 
ccmtrlbuted  by  each.  Because  the  prop¬ 
erties  may  be  tn  different  stages  of  devel¬ 
opment  at  the  time  of  unltizatimi.  some 
participants  may  pay  cash  and  others 
may  receive  cash  to  equalize  contribu¬ 
tions  of  wells  and  related  equipment  and 
facilities  with  the  ownership  interests 
in  reserves.  In  those  circumstances,  cash 
paid  by  a  participant  shall  be  recorded 
as  an  additional  investment  in  wells  and 
related  equipment  and  facllites,  and  cash 
received  by  a  participant  shall  be  re¬ 
corded  as  a  recovery  of  cost.  The  cost 
at  the  assets  contributed  plus  or  minus 
cash  paid  or  received  is  the  cost  of  the 
participant’s  undivided  interest  in  the 
assets  of  the  unit.  Each  participant  shall 
include  its  interest  in  reporting  esti¬ 
mated  reserves  and  production  data. 

(vii)  When  a  fractional  interest  in  an 
unproved  pn^jerty  is  sold,  even  though 
for  cash  or  cash  equivalent,  substantial 
uncertainty  usually  exists  as  to  recovery 
of  cost  applicable  to  the  Interest  retained. 
Consequently,  the  amount  received  shall 
be  treated  as  a  recovery  of  cost.  How- 
even,  if  the  sales  price  exceeds  the  (^pl- 
tallzed  cost  of  the  property,  gain  shall  be 
recognized  to  the  extent  of  the  excess. 

(viii)  The  sale  of  an  entire  Interest  in 
a  proved  property  that  constitutes  a  sep¬ 
arate  amortization  base  is  not  one  of  the 
types  of  conveyances  described  in  para- 
grcq;>h  (g)  (2)  of  this  section.  The  differ¬ 
ence  between  the  amount  of  sales  pro¬ 
ceeds  and  the  unamortized  cost  shall  be 
recognized  as  a  gain  or  loss. 

(lx)  The  sale  of  a  part  of  a  proved 
property,  or  of  an  entire  proved  pn^rty 
constituting  a  part  of  an  amortization 
base,  shall  be  accounted  for  as  the  sale  of 
an  asset,  and  a  gain  or  loss  shall  be  rec¬ 
ognized,  since  it  is  not  one  of  the  convey¬ 
ances  described  in  paragraph  (g)  (2)  of 
this  section.  The  unamortized  cost  of  the 
property  a  part  of  which  was  sold  shall 
be  apportioned  to  the  Interest  sold  and 
the  interest  retained.  However,  the  sale 
may  be  accounted  for  as  a  normal  retlre- 
mmt  under  the  provisions  of  i>aragraph 
(d)  of  this  section  with  no  gain  or  loss 
recognized  if  doing  so  does  not  signifi¬ 
cantly  affect  the  unit-of -production 
amortization  rate. 

(X)  The  sale  of  the  operating  interest 
in  a  proved  property  for  cash  with  reten¬ 
tion  of  a  nonoperating  interest  is  not  one 
of  the  types  of  conveyances  describ^  In 
paragraph  (g)(2)  of  this  section.  Ac¬ 
cordingly,  it  shall  be  accounted  for  as 
the  sale  of  an  asset,  and  any  gain  or  loss 
shall  be  recognized.  The  seller  shall  al¬ 
locate  the  cost  of  the  proved  property 
to  the  (derating  interest  sold  and  the 
nonoperating  Interest  retained  on  the 
basis  of  the  fair  values  of  those  interests. 

(h)  Income  taxes.  Comprehensive  in- 
terperlod  Income  tax  allocation  by  the 
deferred  method  shall  be  followed  for 
Intangible  drilling  and  development 
costs  and  other  costs  incurred  that  enter 
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into  the  determination  of  taxable  income 
and  pretax  accounting  Income  In  dif¬ 
ferent  periods.  The  excess  of  statutory 
depletion  over  cost  depletion  for  tax  pur¬ 
poses  shall  be  accounted  for  as  a  per¬ 
manent  difference  In  the  period  In  which 
the  excess  is  deducted  for  Income  tax 
purposes. 

These  amendments  shall  be  effective 
for  financial  statements  for  fiscal  years 
beginning  after  June  15,  1978,  and  for 
interim  periods  within  those  fiscal  years, 
although  earlier  application  Is  encour¬ 
aged.  Accounting  changes  adopted  to 
conform  to  the  provisions  of  these 


amendments  shall  be  made  retroactively 
by  restating  the  financial  statements  ot 
prior  periods.  Financial  statements  for 
the  fiscal  year  In  which  these  amend¬ 
ments  are  first  applied,  and  for  interim 
periods  of  that  year,  shall  disclose  the 
nature  of  those  accounting  changes  and 
their  effect  on  income  before  extraor¬ 
dinary  items,  net. Income,  and  related 
per  share  amounts  for  each  period  re¬ 
stated. 

These  amendments  are  proposed  to  be 
adopted  pursuant  to  authority  in  sec¬ 
tions  6.  7;  8,  10  and  19(a)  (15  UJB.C.  77f, 
77g.  77h,  77 j,  77s)  of  the  Securities  Act 


of  1933;  sections  12, 13. 15(d).  and  23(a) 
(16  UJ3.C.  781,  78m,  78o(d).  78to)  of  the 
Securities  Exchange  Act  of  1934;  sec¬ 
tions  5(b),  14.  and  20(a)  (15  U.8.C.  79e, 
79n.  79t)  of  the  Public  UtUity  Holding 
Company  Act  of  1935  and  section  503 
(b)  (2)  (I*ub.  L.  94-163)  of  the  Energy 
Policy  and  Conservation  Act  of  1975. 

By  the  Commission. 

George  A.  Fitzsimiions, 
Secretary. 

August  31,  1977. 

(FR  Doc.77-26013  piTed  »-6-77;8:46  ami 


FfOERAL  R6GISTU,  V<X.  42,  NO.  173 — WEDNESDAY,  SEPTEMBER  7,  1977 


For  an  advance  "look”  at  the 
FEDERAL  REGISTER,  try  our 
new  Information  service.  A 
recording  will  give  you  selections 
from  our  highlights  listing  of 
documents  to  be  published  in  the 
next  day's  issue  of  the  FEDERAL 
REGISTER. 

AREA  CODE  202 


I 


■  “■  .j; 


I 


■  ■r  ’4^' 


,.  U 


I 


/sa' 


^  ■> 


'4 


I 


tt 


( 


I 


